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EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
ACCOUNTING FOR THE RESULTS OF
OPERATIONS OF FORECLOSED ASSETS
HELD FOR SALE

NOVEMBER 10, 1992

Prepared by the Accounting Standards Executive Committee
Accounting Standards Division, American Institute of Certified Public Accountants
Comments should be received by February 10, 1993, and addressed to
Dionne D. McNamee, Technical Manager, Accounting Standards Division, File 2700
AICPA, 1455 Pennsylvania Avenue, N.W., Washington, D.C. 2 0 0 0 4 - 1 0 8 1
800040

SUMMARY

Statement of Position (SOP) 9 2 - 3 , Accounting for Foreclosed Assets, deals with the measurement
of foreclosed assets after foreclosure. This proposed SOP provides guidance on accounting for
the results of operations of foreclosed assets held for sale. It applies to all reporting entities
except those that account for assets at fair value. It applies to all assets obtained through
foreclosure that are considered held for sale, except for inventories, marketable equity securities,
and real estate previously owned by the lender and accounted for under FASB Statement No. 67,
Accounting for Costs and Initial Rental Operations of Real Estate Projects. It does not apply to insubstance-foreclosed assets.
This proposed SOP recommends the following:
•

Depreciation expense should be recognized on depreciable foreclosed assets held for sale
commencing no later than one year after foreclosure.

•

The net of revenues and expenses related to operating or holding foreclosed assets held
for sale should be credited or charged to income as a gain or loss on holding the assets.

This exposure draft has been sent to —
•

State society executive directors, presidents, and accounting and auditing committee
chairpersons.

•

Organizations concerned with regulatory, supervisory, or other public disclosure of
financial activities.

•

Organizations concerned with financial reporting of financial institutions.

•

Persons who have requested copies.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex: 70-3396
Telecopier (212) 575-3846

November 10, 1992

Accompanying this letter is an exposure draft of a proposed statement of position (SOP),
Accounting for the Results of Operations of Foreclosed Assets Held for Sale.
Comments should be sent to Dionne D. McNamee, Technical Manager, Accounting Standards
Division, File 2700, AICPA, 1455 Pennsylvania Avenue, N.W., Washington, DC 2 0 0 0 4 - 1 0 8 1 ,
in time to be received by February 10, 1993.
Comments will be reviewed by the Accounting Standards Executive Committee (AcSEC) t o
determine if any modifications should be made to the draft before it is approved for issuance.
Written comments on the draft will be available for public inspection at the AICPA library after
March 10, 1993, for one year.
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ACCOUNTING FOR THE RESULTS OF OPERATIONS
OF FORECLOSED ASSETS HELD FOR SALE

SCOPE
1.
This statement of position (SOP) provides guidance on accounting for the results of
operations related to foreclosed assets1 held for sale. It applies to all reporting entities except
those that account for assets at market value or fair value, such as broker-dealers, futures
commission merchants, and investment companies. It applies to all assets obtained through
foreclosure or repossession that are considered held for sale2 except for (a) inventories that are
covered by chapter 4 of Accounting Research Bulletin No. 4 3 , Restatement and Revision of
Accounting Research Bulletins, (b) marketable equity securities that are covered by Financial Accounting Standards Board (FASB) Statement No. 12, Accounting for Certain Marketable Securities,
and (c) foreclosed real estate previously owned by the lender and accounted for under FASB
Statement No. 67, Accounting for Costs and Initial Rental Operations of Real Estate Projects. It
does not apply to in-substance foreclosed assets.
2.

This SOP affects the following AICPA SOPs and industry audit and accounting guides:
•

SOP 9 2 - 3 , Accounting

for Foreclosed Assets

•

SOP 7 5 - 2 , Accounting

Practices of Real Estate Investment

Trusts

•

SOP 7 8 - 2 , Accounting

Practices of Real Estate Investment

Trusts

•

Audits of Banks

•

Audits of Savings

•

Audits of Finance Companies (Including Independent and Captive Financing Activities
Other Companies)

•

Audits of Credit Unions

•

Audits of Property and Liability Insurance Companies

•

Audits of Stock Life Insurance Companies

•

Guide for the Use of Real Estate Appraisal

Institutions
of

Information

1

As used in this SOP, the term foreclosed assets includes all assets received in satisfaction of a receivable in
a troubled-debt restructuring, as the term is used in FASB Statement No. 15, Accounting by Debtors and
Creditors for Troubled Debt Restructurings.
It includes real property; equity interests in corporations,
partnerships, and joint ventures; and beneficial interests in trusts.

2

Under SOP 9 2 - 3 , Accounting for Foreclosed Assets, there is a rebuttable presumption that foreclosed assets
are held for sale. SOP 9 2 - 3 says that foreclosed assets held for the production of income (and not held for
sale) should be accounted for in the same way they would be had the assets been acquired in a manner other
than through foreclosure; accordingly, this SOP does not apply to foreclosed assets held for the production
of income.
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BACKGROUND
3.
On April 28, 1992, the AlCPA's accounting standards division issued SOP 9 2 - 3 , which
states that, after foreclosure, foreclosed assets held for sale should be carried at the lower of (a)
fair value 3 minus estimated costs to sell or (b) cost. 4 However, it contains no guidance on the
accounting treatment of results of operations related to those assets or on the effect, if any, on
the cost of the assets during the holding period.
4.
In practice, accounting for the results of operations related to foreclosed assets held for sale
is diverse. After foreclosure, some enterprises report revenues and expenses related to foreclosed
assets held for sale in income as a net amount; the cost of the asset is unaffected by such
accounting. Others debit or credit the cash receipts and disbursements to the asset account.
After foreclosure, some enterprises recognize depreciation5 related to foreclosed assets held for
sale, which reduces the cost of the asset. Others do not reduce the cost of such assets for
depreciation charges.
5.
The Accounting Standards Executive Committee (AcSEC) recognized that practice was diverse in this area and addressed the issue in the December 1 1 , 1990, exposure draft for SOP
9 2 - 3 . AcSEC proposed in the exposure draft that there should be no results of operations —
revenues and expenses — from foreclosed assets while they are held for sale: Net cash receipts
related to foreclosed assets during the holding period would have been credited to the carrying
amount of the asset, and net cash payments, except for capital additions and improvements,
would have been charged to income as a loss on holding the foreclosed assets; and no depreciation expense would be recognized. Many respondents objected to the exclusion of the results of
operating a foreclosed asset from income and also to the crediting of net cash receipts to the
carrying amount of the asset and the charging of net cash payments to income. They raised
questions about the conservatism of such treatment, its soundness, and the practicality of its
implementation. A question was also raised about the appropriateness of not depreciating foreclosed assets held for sale that are operated.
6.
After considering the comments, AcSEC decided not to adopt the method proposed in the
exposure draft and concluded that the accounting treatment of operations of foreclosed assets
held for sale needed to be studied further. However, because AcSEC believed that its conclusion
that, after foreclosure, foreclosed assets held for sale should be carried at the lower of fair value
minus estimated costs to sell or cost would not change regardless of its ultimate conclusions on

3

Fair value, as used in SOP 92-3, is defined in paragraph 13 of FASB Statement No. 15, Accounting by Debtors
and Creditors for Troubled Debt Restructurings, as follows:
The fair value of assets transferred is the amount that the . . . [creditor] could reasonably expect to
receive for them in a current sale between a willing buyer and willing seller, that is, other than a
forced or liquidation sale. Fair value of assets shall be measured by their market value if an active
market for them exists. If no active market exists for the assets transferred but exists for similar
assets, the selling prices in that market may be helpful in estimating the fair value of the assets
transferred. If no market price is available, a forecast of expected cash flows may aid in estimating
the fair value of assets transferred, provided the expected cash flows are discounted at a rate
commensurate with the risk involved.

4

The cost of such assets at the time of foreclosure is the fair value of the asset foreclosed or repossessed. Any
specific valuation allowance related to the loan should not be carried forward.

5

For purposes of this SOP, the term depreciation and derivatives thereof also refer to amortization and depletion.

8

accounting for the results of operations, AcSEC decided not to delay the balance-sheet guidance
and issued SOP 9 2 - 3 . This SOP is the result of further study of the results of operations issues.

CONCLUSIONS
7.
Depreciation expense should be recognized on depreciable foreclosed assets held for sale
commencing no later than one year after foreclosure. Depreciation should be recognized in a
systematic' and rational manner based on the cost of the asset at the time depreciation
commences 6 over the estimated remaining useful life of the asset. 7 The net of revenues and
expenses related to operating or holding foreclosed assets held for sale should be credited or
charged to income as a gain or loss on holding the assets. 8 The revenues and expenses that
make up such gain or loss, including depreciation expense and increases and decreases in the
valuation allowance, should be disclosed in the notes to the financial statements.
8.
Foreclosed assets held for sale that are equity interests in corporations, partnerships, or joint
ventures should be accounted for under SOP 9 2 - 3 and paragraph 7 of this SOP, which is similar
to the equity method.

EFFECTIVE DATE AND TRANSITION
9.
This SOP should be applied prospectively to all foreclosed assets held for sale, regardless of
when the assets were obtained, for annual reporting periods beginning on or after December 15,
1993, with earlier application permitted. The cost of the asset at the time of adoption of this SOP
should be used for recognizing depreciation prospectively over the remaining useful life. For
foreclosed assets for which depreciation at the time of initial adoption of this SOP has been
recognized in earlier periods, depreciation should continue even though the assets have not been
held for one year. For many enterprises, adoption of this SOP will result in a change in accounting
principle. The nature of the change should be disclosed in the financial statements for the period
in which the change is made. No restatement of previously issued financial statements or
cumulative effect adjustment as of the beginning of the year this SOP is first applied is permitted.

DISCUSSION OF CONCLUSIONS
10. AcSEC considered a variety of other ways to account for results of operations during the
period in which foreclosed assets are held for sale, which are discussed below.
1 1 . The exposure draft of SOP 9 2 - 3 stated that no revenues and expenses from foreclosed
assets held for sale should be reported during the holding period. The exposure draft proposed
crediting net cash receipts to the carrying amount of the asset, charging net cash payments

6

The fair value of the asset at the time of foreclosure is the cost at that date; expenditures for capital additions
and improvements are examples of items that would increase the cost and depreciation is an example of an
item that would decrease the cost of the asset.

7

The appendix illustrates the interaction of depreciating foreclosed assets held for sale and the lower-of-fairvalue-minus-estimated-costs-to-sell test required by SOP 9 2 - 3 .

8

Interest expense on debt related to foreclosed assets held for sale should be included with interest expense,
not as part of the gain or loss on holding the foreclosed asset.

9

(except for capital additions and improvements) to income, and recognizing no depreciation
expense. AcSEC's reasons for rejecting this approach are discussed in paragraph 5 of this SOP.
12. After rejecting the approach in the exposure draft, AcSEC considered and rejected three other
approaches before arriving at the approach recommended in this SOP. They are—
a. Reporting the net of revenues and expenses in income and recognizing no depreciation
expense.
b. Reporting cash receipts and disbursements related to operating the assets as increases
or decreases in the cost of the assets and recognizing no depreciation expense.
c. Reporting the net of revenues and expenses in income, including depreciation expense on
depreciable assets from the date of foreclosure, for each reporting period as a gain or loss
on holding the assets.
13. The first approach was rejected because AcSEC believes it is inconsistent to allow results
of operations to be included in income and not to depreciate the asset. The second approach was
rejected because AcSEC believes that if foreclosed assets are operated during the holding period
the revenues and expenses should be reported in the income statement. The third approach is
similar to the conclusion in this SOP; however, under this SOP, recognizing depreciation would not
be required until one year after foreclosure. AcSEC's rationale for permitting the one-year period
is discussed in paragraph 15. AcSEC considered the second approach undesirable because, under
that approach, assets generating net revenues may be carried at lower amounts than similar assets
with the same fair value generating net expenses.
14. AcSEC believes that recording depreciation on depreciable foreclosed assets held for sale is
appropriate and will improve financial reporting when the net of revenues and expenses is charged
or credited to income because—
a. The accounting treatment of the results of operations related to foreclosed assets held
for sale should be similar to that of similar operating assets that were not obtained
through foreclosure. Depreciation is required for entities that operate income-producing
assets.
b. Depreciation is a process of allocating the cost of an asset over its useful life in a
historical cost accounting model; it is not a valuation process.
c. While the lower of fair value or cost test would, in theory, cause any reduction in the
value of foreclosed assets to be accounted for in the period of decline, AcSEC recognizes
that, as holding periods for foreclosed assets become longer, estimates of fair values
become more subjective. Thus, depreciating foreclosed assets held for sale provides
added assurance that foreclosed assets held for sale are not carried at amounts greater
than fair value.
15. Notwithstanding AcSEC's conclusions on depreciation, AcSEC believes that, as a practical
matter, the benefits derived from depreciating foreclosed assets held for sale would not exceed
the cost to report the data for assets that are sold within a year of foreclosure. Accordingly,
AcSEC decided not to require recognition of depreciation until one year after foreclosure. AcSEC
believes that the one-year period will reduce the costs of implementing this SOP by eliminating the
complexity and recordkeeping involved in depreciating foreclosed assets that are held for short
periods of time. AcSEC believes that the benefits derived from this SOP relate primarily to
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achieving comparability in accounting for foreclosed assets held and operated for longer periods
of time and for similar assets not obtained through foreclosure.
16. In its June 30, 1992, exposure draft Accounting by Creditors for Impairment of a Loan, the
FASB proposes to amend FASB Statement No. 15 by deleting paragraph 34, which requires that
loans that are in-substance repossessions or foreclosures be accounted for as foreclosed assets.
To go further and also require that an in-substance foreclosed asset be depreciated seems
inappropriate and would raise concerns about implementation. Further, SOP 9 2 - 3 requires that
all in-substance foreclosed assets be carried at the lower of fair value minus estimated costs to
sell or cost. Accordingly, AcSEC decided to exclude in-substance foreclosures from the scope of
this SOP.
17. In considering how to treat foreclosed assets held for sale that represent equity interests in
corporations, joint ventures, or partnerships, AcSEC's objective was that such assets be
accounted for the same way as they would be had the reporting entity foreclosed on the
underlying assets rather than on an equity interest. AcSEC concluded that requiring such assets
to be accounted for in the same manner as other foreclosed assets is similar to the equity method
and is the best way to accomplish that objective.
18. AcSEC believes that transition is a practical matter to a significant extent. A major objective
of transition is to minimize implementation costs and to mitigate disruption to the extent possible
without unduly compromising the objectives of the accounting guidance in this SOP and
consistency among reporting entities.
AcSEC believes that the prospective application
recommended in this SOP best achieves that objective.
* * * *
Minority

View

Six AcSEC members dissent to the issuance of this SOP because they believe that recognizing
depreciation related to foreclosed assets held for sale is inappropriate. They support reporting the
net of revenues and expenses related to foreclosed assets in income with no depreciation for the
following reasons:
•

Allocation of costs, which depreciation is intended to achieve, is inconsistent with
reporting foreclosed assets held for sale at the lower of fair value minus estimated costs
to sell or cost.

•

Fair value estimates, though subjective, are adequate in these circumstances.

•

Fair value, as determined at the date of foreclosure, is often based on discounted cash
flows. If the fair value of a foreclosed asset held for sale remains the same during the
holding period, depreciation recorded prior to the sale simply becomes a gain on selling
the asset. If the fair value of a foreclosed asset held for sale declines during the holding
period, recognizing depreciation is redundant. Accordingly, depreciation does not provide
the user with relevant information.
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